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Letter-Bulletin 2
A m e r i c a n  In s t i t u t e  o f  A c c o u n t a n t s
Committee 
H o m e r  S. P a c e ,  Chairman 
G e o r g e  A r m is t e a d  
A r t h u r  H . C a r t e r  
S. D. L e id e s d o r f  
G e o r g e  S. O l i v e  
A d am  A .  Ross 
C. V. R o w e  
E d w in  H . W a g n e r  
C . O l i v e r  W e l l i n g t o n
To M e m b e r s  a n d  A s s o c i a t e s :
The Crime Tendency
The present crime tendency creates a public problem that presses insistently 
for solution in every part of the country. This alarming tendency expresses 
itself, although the fact is not generally known, as definitely in office and 
financial crimes as in crimes of violence. Your Committee on Public Affairs 
is convinced that the practising accountants of the country have an important 
contribution to make toward the solution of this problem.
The members and associates of the Institute are especially familiar with 
the rising tide of crime which expresses itself in embezzlements, forgeries, and 
fraudulent misrepresentations for the purpose of obtaining credits or of selling 
spurious securities. Because of their work in the detection and the prevention 
of these crimes, accountants are peculiarly in position to render an effective 
public service in disseminating information in respect to, and in suggesting 
specific measures for combating, the crime tendency.
In this Letter-Bulletin, therefore, a complete review of the crime tendency 
as it is expressing itself in three distinct classes of financial crimes—embezzle­
ments and forgeries, credit frauds, and stock frauds—is made. Preventive meas­
ures to be taken by business men are suggested. Facts obtained from the fidelity 
and surety companies are presented, as well as the specific suggestions they 
make for the prevention of financial crimes. Additional information as to the 
viewpoint and action of credit men and bankers is presented. The professional 
relation that the accountant bears to the prevention of financial crime is pointed 
out as an incident to the treatment of the whole subject. This review of the 
subject, your committee believes, will repay careful study.
Steps to be Taken
The preparation and circulation of this Letter-Bulletin will not, in itself, 
be a sufficient contribution by accountants to the solution of this problem.
Each member and associate of the Institute, each according to his local oppor­
tunities, should take the initiative in combating the crime tendency. While 
the method of doing this can best be worked out by the individual accountant, 
your committee takes the liberty of suggesting the following general methods 
of action:
Addresses: You are urged to address, whenever opportunity presents itself, 
public and quasi-public organizations and business men’s associations on the 
subject of “ The Crime Tendency in Business,”  or on any particular phase of the 
problem. The information contained in this Letter-Bulletin can preferably be 
supplemented with facts and illustrations from your own experience.
Articles for publication: You are urged to prepare and secure the publication 
of articles in newspapers, magazines, and professional and trade publications 
bearing on the crime tendency in business. If it is not practicable for you to
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write formal articles, it is suggested that well prepared letters containing 
technical facts with relation to a public question, such as the crime tendency 
are usually welcomed and published by newspapers.
Activities in organisations: Your committee believes, as heretofore indi­
cated, that practising accountants not only should have membership in chambers 
of commerce and other public and quasi-public bodies, but that they should 
take an active part in the discussion of public questions and in committee work. 
You are urged, as an incident to such membership, to bring forward at the 
first appropriate time the matter of the crime tendency in business as a subject 
for discussion and active work.
Legislation: You are urged to study conditions with respect to the penal 
statutes and the prosecution of crimes of the nature under discussion, particu­
larly as the conditions relate to misrepresentations for the purpose of obtaining 
credit, money, or other property. It is suggested that you cooperate with legal 
and other professional associations, business men’s associations, and chambers 
of commerce and other public or quasi-public associations for the improvement of 
conditions as regards these matters. Many accountants occupy positions on 
committees, the work of which is related directly or indirectly to these prob­
lems. In these instances vigorous action is suggested.
Audit practice: It is suggested in connection with audit work that an 
especial effort be made to prevent crime and to detect it promptly if it has 
occurred; that especial diligence be observed at this time in all audits of cash 
and securities; that audit programs be studied and, if necessary, revised; and 
that clear understandings be had with clients in regard to the scope of audits 
and of) the possible effect of any existing limitations. The attention of clients 
should be called to any defects of organization or methods that might lend 
themselves to the perpetration of fraud. Auditor and client alike should realize 
that financial crimes are promoted by opportunity and seldom occur if proper 
safeguards are rigidly enforced. It is recommended that frank discussions be 
held with clients upon this subject and that, for the purpose of bringing to them 
a realizing sense or the dangers now prevalent, they be supplied with copies of 
this Letter-Bulletin.
Publication of Official List
An official list of the members and associates, with addresses, arranged 
geographically, has been prepared. This list w ill be distributed to government 
officials; to chambers of commerce and other public and quasi-public bodies; to 
trade and other business men’s organizations; to banking associations and institu­
tions; to credit men’s associations; and to business organizations and individuals 
who request copies, or who may be interested in the work of the Institute.
Coöperation
Your committee invites full cooperation in its work on the part of members 
and associates. Constructive suggestions and comments will be exceedingly 
welcome.
The Committee
Arbitration
See page 15 for announcement of results of work in support of com­
mercial arbitration, and of special membership that has Deen arranged 
for accountants in the Arbitration Society of America.
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 THE CRIME T E N D E N C Y  
The R elation of Accountancy to the 
Prevention of Commercial Fraud
Th e  Committee on Public Affairs, seeking always to make fully available for public purposes the technical and other resources of the American Institute 
of Accountants, finds no public problem of greater 
moment than that created by the present crime 
tendency.
A popular but erroneous idea is that the so-called 
crime wave expresses itself solely in street banditry. 
The armored car,with guards and arsenal,is a common 
sight in the most fully policed streets in the country— 
streets in which a few years ago unarmed messengers 
and citizens transported money and securities without 
danger of molestation. Cashiers in every type of 
factory and small retail establishment have been held 
up—in many instances, they have been wounded or 
killed. Crimes of a fantastic and fiendish character 
are not unusual. We are obliged to accept, for the 
time being at least, a medieval condition with respect 
to crimes against property and person. No one is un­
familiar with this expression or the crime wave.
The fact that the crime tendency is expressing itself 
with equal force in financial and office affairs, how­
ever, is not so commonly known or understood. 
Accountants are cognizant, by reason of their work 
as auditors, of this abnormal crime tendency—a ten­
dency that results in an increased number of embezzle­
ments, forgeries, credit frauds, and stock frauds. 
These crimes do not have the spectacular features of 
crimes of violence and therefore receive less publicity. 
Few people, even business men, comprehend the pres­
ent conditions or the increased hazards that every­
where exist with respect to funds in the custody of 
subordinates or agents and with respect to transactions 
based upon credit and other representations.
This Letter-Bulletin, the second in a series dealing 
with matters of current public interest, has been pre­
pared and is being distributed for the purpose of com­
bating this crime tendency. It is the belief and hope 
of the accountants of the country that the dissemina­
tion of the facts, together with constructive sugges­
tions, will help to restore normal conditions as regards 
fiduciary relationships and representations made for 
credit and other business purposes.
Generally speaking, losses from financial crimes 
result from forgery, embezzlement, and financial mis­
representation—crimes that are not ordinarily asso­
ciated with violence. The losses from financial crimes 
can not be guarded against to any appreciable extent 
by armed guards or steel vaults, and even the detection 
of such losses is often a matter of difficulty. The pre­
vention of losses depends principally upon the use of 
procedures and office appliances and upon the making 
of audits, which discourage embezzlement, forgery, 
and financial misrepresentation.
Professional accountants are everywhere extending 
help of this kind—they are constantly engaged in 
making audits that tend to discourage or that lead 
to the detection of commercial fraud; and, of even 
more consequence, they are often engaged in devising 
and installing measures for preventing fraud and other 
irregularities. Because of these activities, the account­
ants of the country are exceptionally qualified to make 
facts available and to suggest remedies to the public 
that will aid in correcting the present alarming 
condition.
First of all, and briefly, the startling facts with re­
spect to the increase that has taken place in office crime 
within the last few years will be stated.
Losses from Financial Crimes
The total annual losses from financial crimes has 
been estimated by fidelity and surety company officials 
to amount each year in this country to the stupendous 
total of three billion dollars—a sum comparable to the 
value of the entire annual imports of the nation. 
More than one-half of these losses are of especial in­
terest to practising accountants because of the rela­
tion that their work bears to the prevention and 
detection of the losses. These losses, amounting to 
$1,600,000,000, are as follows:
Losses from embezzlements and
forgeries.................................  $ 100,000,000
Losses from credit frauds.........  400,000,000
Losses from stock frauds..........  1,000,000,000
The estimates, particularly with respect to credit 
frauds and stock frauds, are broad approximations. 
The Postmaster General of the United States estimates 
that frauds perpetrated by mail (not all necessarily 
stock frauds) amount to a billion dollars a year. The 
National Association of Credit Men estimates, on a 
conservative basis, that the losses from credit frauds, 
including fraudulent insolvency and bankruptcy cases, 
amount to $160,000,000 a year. In any event, the 
losses from credit frauds and stock frauds are tre­
mendously large—so large, in fact, as to constitute 
a menace to the prosperity of the general community.
The total of the estimated annual losses from em­
bezzlements and forgeries is divisible about equally
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between the two classes of crime— approximately 
$100,000,000 of losses result from embezzlements and 
approximately $100,000,000 of losses result from for­
geries. One surety company, in fact, places the annual 
losses from embezzlements alone at $125,000,000 a 
year. The estimate of $100,000,000 of losses for both 
classes of crime is accepted as a conservative estimate 
for the purposes of this Letter-Bulletin.
The Increase in Fidelity Losses
The term “ fidelity" is used to describe the bonds 
provided by fidelity and surety companies to indemnify 
employers against losses arising from dishonesty on 
the part of employees. These losses are usually due to 
the crimes of embezzlement and forgery, and amount 
to the stupendous annual aggregate before stated—  
$200,000,000.
The following succinct record of fidelity premiums 
and losses for the past seven years— 1917 to 1923, 
inclusive— is taken from The Argus Casualty Chart, 
an official insurance publication issued by The Na­
tional Underwriter Company:
Fidelity Losses Loss Per Cent.
Year Premiums Paid of Premium
1917 $10,098,065 $2,485,673 25
1918 1 1 ,242,804 3,156,233 x8
1919 14,707,840 4,637, 1 53 32
1920 18,074,137 4,968,3x5 27
1921 27,136,477 1 1 , 544,2 50 43
1922 24,590,510 9,373,856 38
1923 29,071,164 9,873,881 34
In a note concerning these figures, the publishers 
state that some companies report surety business with 
fidelity, and vice versa. The figures are believed to be 
the most accurate obtainable.
The increase in the percentage that the losses bear 
to the premiums received shows a startling upward 
tendency. In 1917, the companies paid back to in­
surers— in reimbursement of losses— 25 cents out of 
each dollar received in premiums; in 1921, 43 cents, 
an increase of 72 per cent. The year 1923 shows a 
reduction in the percentage returned. This reduction, 
however, may be due, in whole or in part, to the more 
careful selection of risks by the companies, induced 
by the heavy increase in losses. In any event, the in­
crease in the percentage of losses over the seven-year 
period is convincing evidence that the crime tendency 
is expressing itself in office crimes.
The above figures represent the combined experiences 
of the companies insuring against fidelity losses. The 
result as to ratio of losses to premiums in a particular 
company, of course, is likely to vary from the average. 
One company reports a ratio in 1921 of 31.4 per cent; 
in 1922, of 43.5 per cent; and in 1923, of 36.5 per cent. 
The year 1923, it will be noted, still remains high in 
comparison with 1917. The conditions are tersely and 
forcibly expressed by one of the large surety companies 
under date of June 1 6 , 1924, which stated, “ the Com­
pany is today handling twenty-five fresh defalcations 
every working day as against thirteen two years ago."
The public paid to the forty-five surety and fidelity 
companies, in 1923, as shown above, $29,071,164 in 
fidelity premiums. Notwithstanding the fact that
the business of the companies has increased rapidly, 
the coverage of the business community is far from 
complete. If the estimate of aggregate losses is sub­
stantially correct, it is evident from the tabulation 
above given that not more than five per cent. of the 
losses is covered by fidelity bonds. The public as a 
whole sustains every dollar of the losses incurred, in­
cluding the cost of the operation of the insurance 
companies. The return of part of the premiums re­
ceived operates to protect the particular individual 
or business organization from disastrous loss— a most 
desirable thing to be sure— but it does not relieve the 
business community as a whole from any part of the 
loss.
The prevailing tendency was forcibly brought out by 
Mr. B. J. McGinn, manager of the Claim Department 
of the American Surety Company, in a recent address 
to accountancy students. Among other things, Mr. 
McGinn said:
“ There is much fraud and dishonesty practised today.
It  is not confined to any particular locality, it  is universal, 
and, according to the statistics of the American Surety 
Company, there are more defalcations at the present time 
than at any other time in the history o f the Company, dat­
ing back over a generation. In the early part of this year 
I had occasion to  make a survey o f the claims presented 
against m y Company for the preceding year, and the result 
led to the conclusion that the majority o f losses were 
chargeable against young men. A  further analysis indicated 
that these young men had been reared w ith little, if  any 
moral training, and in a moment o f temptation were too  
weak to  resist. During the past six months a decided 
change has apparently taken place, at least the defaults re­
ported to us have, in the main, been committed by older 
men— men w ho, because o f their age and experience, 
should have known better, and w ho should have had a 
full realization o f the penalty for their unfaithfulness to  
their trusts.
“ These statements, however, are purely academic in so 
far as a talk such as I am supposed to give you men is 
concerned, except that they w ill serve to show that proper 
safeguards are to be provided so that men in all walks of 
life w ill be immediately detected in any effort they may 
make to steal or embezzle the money o f their employer.
This is no simple task; for no matter how  complete or com­
prehensive may be a particular accounting system, you may 
rest assured that an employee w ho sets out to steal his 
employer's money w ill invariably find the weaknesses o f  
the system. The ingenuity displayed by defaulters is as­
tonishing, and it  often makes one marvel w hat wonder­
fully successful men these fellows would be if  they applied 
their talents along proper lines. It is, therefore, a constant 
battle of the wits o f the accountants and systematizers 
against the scheming dishonest employee.”
Figures are not available to show the increase that 
has taken place in losses from credit and stock frauds. 
It is certain, however, that during the last few years 
these losses have greatly increased, despite the extraor­
dinary efforts that have been put forth by legislatures, 
by prosecuting officials, by credit men and bankers, 
and by civic organizations on behalf of investors and 
the business public.
An abnormal crime tendency undoubtedly exists— a 
tendency which imposes stupendous and unnecessary 
losses upon the producing members of the community 
and which strikes at the very foundations of society. 
Every right-thinking citizen, particularly every citizen 
who is technically trained with respect to financial 
affairs, should immediately do what he can to stem 
the rising tide of crime.
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Detailed Consideration of Three Classes of Financial Crime
Embezzlements and Forgeries— Estimated 
Annual Losses $200,000,000
The crime of embezzlement is defined to be “ the 
fraudulent and felonious appropriation of another’s 
property by persons to whom it has been entrusted or 
into whose hands it has lawfully come.”  Wherever 
stewardship is created—wherever, in public adminis­
tration or in private business, money or other property 
lawfully comes into the hands of an officer, agent, 
employee, or fiduciary—there is the possibility of a 
violation of the trust relationship and the commission 
of the crime of embezzlement. The broader term 
“ defalcation”  is often used instead of the word 
“ embezzlement,”  particularly with respect to the 
derelictions of public officials or bank officers.
The crime o f forgery is defined to be the false making 
or alteration with fraudulent intent of a written in­
strument, provided the instrument is one that can be 
used to effect a fraud. Among the common instances 
of forgery may be mentioned the altering or " raising"  
of a check, note, or other negotiable instrument in 
such a way as to increase its amount; the alteration, 
with fraudulent intent, of a deed, mortgage, or lease; 
the making of false entries in books of account or the 
alteration of entries with fraudulent intent; and, in 
short, any making or alteration of a written instru­
ment with fraudulent intent, provided the character of 
the instrument is such that a fraud can be accomplished.
Forgery is commonly used as a cover for the mis­
appropriation of money or property—a check or other 
negotiable instrument drawn for $16, for example, 
may be altered in such a way that $1,600 is collected 
upon presentation of the instrument; a false entry may 
be made to cover excess amounts drawn for pay-roll or 
other purposes; or property may be acquired by means of 
an instrument the signatures to which have been forged.
The number of checks annually used in the United 
States is approximately six billion, and it is estimated 
that ninety-five per cent. of the business of the nation 
is transacted by means of instruments made valuable 
by the signatures of individuals or firms. The oppor­
tunity for forgery, so far as the number of instruments 
is concerned, therefore, is practically unlimited.
The business public bears a burden by reason of 
these two crimes—embezzlement and forgery—and 
by reason of the costs necessarily incurred in conduct­
ing the fidelity and surety companies, that approaches 
a quarter of a billion dollars a year—an average of 
approximately $800,000 for each business day of the 
year. The burden thus placed upon the shoulders of 
honest men and women is unbelievably heavy and calls 
for prompt remedial action on the part of the business 
community. Suggestions are later given as to the 
specific steps that may be taken by business men to 
combat this crime tendency.
Credit Frauds— Estimated Annual Losses 
$400,000,000
Credit frauds include the losses sustained because of 
misrepresentations made for the purpose of obtaining
credit—misrepresentations made more often than not 
in the form of balance sheets and profit and loss state­
ments. The losses include the ones arising from fraud 
incident to insolvency and bankruptcy. There are 
penal statutes in the various states relative to obtain­
ing cash, goods, or credit by means of false representa­
tions. In a number of the states, including California, 
Illinois, Michigan, New York, Ohio, and Tennessee, 
the statutes are in many respects identical. Later in 
this Letter-Bulletin, the New York law is given in 
full. Attention may well be directed to the standardi­
zation throughout the country of the penal statutes 
with respect to this type of commercial misrepre­
sentation.
In commenting upon this type of crime, Hon. Joab 
H. Banton, district attorney of New York County, in 
a recent address to practising accountants, made the 
following statement:
"In  my opinion, speedy trials and certainty of punish­
ment tend more than anything else, in the way of law en­
forcement, to prevent crime. *  *  * It was this consider­
ation that led me to study carefully the penal law relating 
to false financial statements made in order to obtain credit.
If the statement be acted upon and either merchandise or 
money be supplied to the maker of the statement, a larceny 
is committed, depending in degree upon the amount stolen.
But the law permits the prosecution of a person who, for the
purpose of obtaining credit, files with a merchant or a bank a false statement as to his financial condition. The 
legislature in its wisdom has defined this crime to be a 
misdemeanor.
“ When I came into the District Attorney’s office, I dis­
covered that very few false financial statement cases resulted 
in a conviction. There were two reasons for this. First, the 
great length of time which elapsed between the commission 
of the crime and the trial in the Court of General Sessions 
and, secondly, the inability of the average juror to under­
stand the crime. After seriously considering the matter, I 
determined to press all such cases as misdemeanors, that is, 
to try the offender for the crime of making a false financial 
statement in order to obtain credit, rather than to try him 
for the crime of larceny for money or merchandise obtained 
by means of false financial statement. The result has been 
most gratifying.”
The foregoing quotation indicates the distinction 
that exists in New York between the mere filing of a 
false statement and the obtaining of money or goods 
upon the basis of such a statement.
Business men, notwithstanding the fact that a satis­
factory penal law against misrepresentation is in effect 
and is being enforced, find it advisable to take every 
precaution in verifying representations made for credit 
and related purposes. The observance of three re­
quisites is generally conceded to be necessary, namely:
Submission of financial statements: Current statements 
of financial position and profit and loss, properly pre­
pared and supported by ample detail, should be re­
quired from the individual or concern seeking credit.
Verification of statements: The accounts of the appli­
cant for credit should be verified and the financial 
statements certified by accountants who conform to 
recognized professional standards of practice.
Exercise of credit judgment: Intelligent credit judg­
ment should be exercised by the business man or credit 
man, upon the basis of all available facts bearing upon
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the character and financial standing of the applicant, 
including the facts contained in the authenticated 
financial statements.
Many financial statements that are not certified, no 
doubt, present conditions and results with substantial 
accuracy, but the banker or credit man who accepts 
such an unverified statement fails to take an ordinary 
business precaution, and he must be prepared to take 
the responsibility for failing to require a proper 
authentication of the facts upon which the credit is 
based.
Business men, both as individuals and as members 
of business men’s and civic organizations, should en­
courage in every practicable way measures that tend 
to reduce losses from credit frauds. Efforts should 
be made to improve, when necessary, the penal laws 
in order that the trial and punishment of the guilty 
may be certain and prompt, and every possible aid 
should be given to the authorities in the prosecution 
of cases of this type.
At the same time, one may profitably keep in mind 
another statement by Mr. Banton: " As long as human­
ity is human, there will be someone who, through 
fraud, in one way or another, will take from others 
their money.”  No penal law will entirely prevent the 
activities of the dishonest, and it is the duty of busi­
ness men to exercise the reasonable business precau­
tions heretofore suggested in passing upon credit 
applications.
Stock Frauds— Estimated Annual Losses
$ 1 , 0 0 0 , 0 0 0 , 0 0 0
Losses from stock frauds are chiefly due to the sale 
of corporate securities of no actual or potential value 
and the losses resulting from bucket-shop and other 
illegal forms of trading in securities. The character 
of these crimes will be indicated by a further quota­
tion from the address of District Attorney Banton, to 
which reference has heretofore been made, as follows:
"Another class of crimes * *  *  consisted of larcenies 
by means of false representation in connection with the sale 
of spurious securities, and bucket-shop cases. *  *  *
“ The figures that I shall give are startling, and yet, my 
authority for the sale of spurious securities is the Depart­
ment of Justice and my authority for brokerage failures is 
the record in this county. Over $3,000,000,000 have been 
stolen from the people of this country since the close of 
the war through the sale of spurious securities. As most 
of the wealth of this country is concentrated in this city, 
a large part of this amount was stolen here. The prosecu­
tion of the thief and putting him in prison does not restore 
to the defrauded person his money; the person who was 
defrauded in this way, usually, was poor and was striving, 
to make his life savings earn more than savings bank inter­
est. Case after case has come before me where the entire 
life’s savings of individuals have been stolen in this way. It 
thus becomes an economic question. For those who had 
saved against old age had been deprived of their savings 
and soon may be subjects of public charity and thus become 
a charge upon the community or members of their families.
“ Something like 200 brokers failed in three years; of 
this number 89 had some standing in this community. The 
total liabilities of this 89 were $116,000,000; their total 
assets were less than 1 %  of their liabilities. These assets 
usually were consumed in the expenses of liquidation in the 
bankruptcy courts and hence it may be said that consider­
ably more than $100,000,000 had been stolen from the 
people by these corrupt brokers. That we have convicted 
more than 45 of this number and have many of them in 
prison does not restore the lost money to their customers.
“ Another form of defrauding the investing public is 
rigging the market. There is no way of telling how much 
has been stolen in this way. *  *  * Complaints in my 
office show that so-called reputable brokers in Wall Street 
manipulated the prices of the securities of one corporation 
so that they were able to unload upon the gullible public 
to the tune of $14,000,000 the securities of this corporation 
and then the corporation failed. Another case shows that 
the public was deprived of $1,000,000. * * * ”
Mr. Banton stated that the solution of the problem, 
in his judgment, lies in obtaining legislation that will 
place the brokerage business under the supervision of 
the State Superintendent of Banks, with suitable super­
vision of the issue of securities such as are not listed 
upon accredited exchanges.
The Committee on Public Affairs is not in position 
to express an opinion as to the character of legislation 
needed to correct these evils. In many states, no 
doubt, satisfactory legislation already exists. The 
Committee does, however, direct attention to the fact 
that sales of spurious stocks are made largely on the 
basis of financial misrepresentations, including those 
made in statements of financial position and estimated 
earnings. The encouragement, if  not the actual re­
quirement, of the use of verified financial statements 
in the instance of the offering of stocks for sale to 
the public would tend to correct the serious condition 
that now exists.
Prospective investors should be encouraged, espe­
cially when they are without experience in financial 
affairs, to consult with reputable bankers before de­
ciding upon the purchases of speculative leases or 
shares in companies that are being promoted. Few 
losses, if any, are incurred from the purchase of fraud­
ulent securities by men and women who follow the 
advice of reputable bankers.
Action of the kind indicated, together with the 
encouragement of all necessary regulatory acts, will 
tend to protect the investing public and to reduce the 
heavy losses that are now suffered by reason of this 
type of financial crime.
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Preventive Measures Suggested by Committee
Steps to be Taken by Business Men
The Committee on Public Affairs, in addition to 
the general recommendations already made, urges 
upon business men the desirability of taking steps 
within their respective organizations that will tend 
to reduce losses and to bring the prevalent crime ten­
dency under control.
Principal attention should be paid to preventive 
measures. The work of detecting fraud, although ex­
ceedingly important from the viewpoint of the busi­
ness that has suffered loss, should not obscure the 
greater importance of preventive work. The proneness 
of people everywhere to overlook measures to prevent 
losses is so characteristic that the proverb that refers 
to “ locking the stable after the steed is stolen”  has 
become one of the most familiar of our language. In 
times such as the present, however, there is reason 
for believing that business men and business organiza­
tions, at least, can be induced to take rational pre­
ventive measures and thus check the crime tendency 
so far as it relates to business affairs.
The immediate steps suggested by the committee 
for business men and organizations to take in order to 
combat the crime tendency will be stated briefly.
Division of Work and Internal Check
An effective means of preventing fraud is to provide 
automatic safeguards and controls in the plan of office 
work. Oftentimes, a proper division of duties will 
reduce the likelihood of fraud by making the collusion 
of two or more people a prerequisite to the crime. 
For example, if a cashier receives money on accounts 
receivable and another employee posts the items to 
the customers’ ledger, there is less opportunity for 
fraud than when the cashier both receives the money 
and makes the postings. Likewise, if goods are or­
dered by one employee and received and checked by 
another, there is less risk of fraud than when the 
purchasing and the receiving are done by a single in- 
dividual. There are in fact many ways in which a 
proper division of work will tend to minimize the 
likelihood of fraud.
Oftentimes, the work can be divided in such a way 
that there is an automatic internal check or control. 
For example, in a railroad an effective internal check 
is obtained by placing the receipt and the disburse­
ment of cash under the treasurer, the accounting work 
under the controller, and the staff audit work under 
an auditor. In a factory, a pay-roll check may be 
obtained by comparing the total amount of time 
charged to factory jobs in the cost records against the 
total amount as shown by the pay-roll; and m a book­
keeping office, one bookkeeper may post the detail 
of sales and settlements to customers' accounts, while 
another bookkeeper may independently make sum­
mary entries of sales and settlements in the general 
books, the result of the summary entries being proved 
against the results in the customers’ ledger. In fact, 
in organizations that have a considerable volume of 
financial transactions, there is often opportunity for
doing the work in such a way that the work of one 
employee checks and proves the work of another.
The more division and control of this kind there is, 
the less opportunity there is for fraud. Obviously, the 
larger the organization, provided the work is prop­
erly planned, the less need there is in auditing work 
proper for the detailed checking of each financial 
transaction. Herein is found the reason why the public 
accountant is often able, in large organizations, to 
substitute test checks in certain parts of his work for 
a complete detailed check of transactions.
Many embezzlements and forgeries are found to be 
due to a lack of proper planning of office work. Every 
responsible business executive, therefore, should deter­
mine whether or not a full measure of automatic pro­
tection is obtained in his plan of work. Wherever 
defects are found to exist, they should be corrected by 
an immediate rearrangement of duties and procedures.
As an incident to the provision of adequate internal 
check, all mechanical devices that are of proved value 
in preventing losses from fraud should be installed. 
Among the devices and equipment commonly used 
may be mentioned protective cashiers’ cages, modern 
cash registers and tills, containers for money in transit 
to bank, safety paper for checks, check-protecting de­
vices, modern vaults, and the like.
A large measure of protection can be secured against 
the alteration of checks and bills by giving attention 
to the style and form of the instruments. The use of 
safety paper and various devices that safeguard against 
alterations is inexpensive and essential. The indi­
vidual or business house that fails to use these safe­
guards is likely, in the event of losses, to fail to estab­
lish the fact that ordinary precautions have been taken 
against alteration—often important when a bank over­
pays a check by reason of fraudulent alteration.
The Use of Staff Audits
The term staff audit is used to indicate a procedure 
by means of which certain regular employees of an 
organization, usually known as auditors, are assigned 
the duty of auditing and checking the work of other 
employees, particularly those entrusted with the 
handling of funds. A good plan of work, in which 
there is a proper division of duties and the proper 
use of internal check, helps to reduce the cost of, and 
to make more effective, a staff audit.
The Government, as is well known, employs in the 
Treasury, Post Office, and other departments thou­
sands of staff auditors. The public utility companies, 
the large industrial organizations, the department 
stores and many other organizations maintain auditing 
staffs and thereby largely prevent misappropriation of 
funds and other property. The certainty of the review 
and inspection of detail by an employee especially em­
ployed for that purpose is a great deterrent of fraud.
The installation of this important method of pre­
vention, generally speaking, has been limited to the 
larger organizations. There are many instances in
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which the method can be used in smaller organiza­
tions, frequently at a nominal addition in operating 
cost. Oftentimes, in a small organization, part of the 
time of one employee may be used advantageously in 
checking the work of another employee. The cer­
tainty of a disinterested review of an employee’s trans­
actions always tends to deter from carelessness and 
wrong-doing.
The larger number of embezzlement losses occur, 
beyond doubt, in organizations that do not, as a 
matter of routine, conduct staff audits. The business 
executive, therefore, should review his organization 
in order to ascertain whether or not a more extended 
use of the staff audit procedure is practicable. When­
ever a beneficial result can thus be accomplished, the 
procedure always has the hearty endorsement and 
approval of the professional accountant.
The Use of Professional Audits
The term professional audit is used to indicate the 
work of verification and audit performed for business 
organizations and various divisions of the state and 
the federal governments by professional accountants. 
This independent review of financial transactions has 
always been recognized by business men and the surety 
companies as an important preventive of commercial 
fraud.
There may be several objectives in employing a 
public accountant for auditing work aside from the 
prevention or detection of fraud. For example, the 
public accountant may prepare and certify statements 
for credit purposes; he may prepare tax returns or 
make analyses in support of the appeal of tax cases; 
or he may prepare statements for the purpose of at­
tracting the investment of additional capital. As an 
incident to all this work, however, the accountant is 
presumed always to be on the watch for irregularities, 
including those in the nature of commercial fraud. 
For all these purposes, except that of providing the 
best obtainable measure of protection against fraud, 
work performed at the conclusion of a business year 
is likely to meet all needs.
Whenever it can be done, and particularly at this 
time when the prevention of crime assumes more than 
ordinary significance, the audit should be conducted 
so as to give the best obtainable measure of protection 
against crime. It is well known that an audit of prac­
tically continuous character—that is, an audit per­
formed from month to month or from quarter to 
quarter—is more effective as a deterrent of crime than 
an audit conducted after the close of the year’s busi­
ness. Business men will do well, therefore, to have 
all accounting work of an auditing nature distributed 
so far as practicable over the year that is being re­
viewed. The results can usually be used as well for 
credit and all other business purposes as though the 
work were postponed until after the close of the busi­
ness year, while the moral effect in the prevention of 
crime will be much greater.
The professional accountant, as the result of his 
audit work, usually attaches a certificate to the bal­
ance sheet and profit and loss account of his client, 
and, in addition, often renders a report in which much
explanatory detail is given. In every instance in 
which a business man incurs business risks upon a 
presentation of financial facts, he is entitled to, and 
should have available as a matter of course, financial 
statements verified by a professional accountant. A 
great many of the credit frauds and stock frauds would 
never occur if the rule of adhering rigidly to authenti­
cated statements were followed. Efforts should be 
made, therefore, to encourage in every practicable 
way the use of verified financial statements in business 
transactions.
A beneficial effect upon the morals and work- 
efficiency of an employee is likely to be obtained by 
the employment of disinterested public accountants 
who, at short intervals, check in detail all or selected 
parts of the transactions of such an employee. An 
employer who neglects to provide this support to an 
employee—to provide for a definite establishment from 
time to time of the regularity of his transactions— 
can not entirely relieve himself of moral responsibility 
when crime occurs.
The day will undoubtedly come when preferential 
rates on fidelity bonds may be granted to concerns 
that have their accounts audited by professional 
accountants. The matter has already had the con­
sideration of the fidelity companies, but no definite 
action has been taken or is in immediate prospect. 
There can be no doubt that the risk of loss is reduced 
in an organization whose affairs are effectively audited 
at short intervals.
The work of the professional accountant with rela­
tion to the prevention and detection of commercial 
fraud was summed up in a recent letter by President 
E. A. St. John, of the National Surety Company, to 
the Committee on Public Affairs, as follows:
“ Every day, every hour, in all parts of the United States, 
is fought a silent but active warfare in which hundreds 
of accountants work to detect some telltale discrepancy 
revealing a defalcation and in which hundreds—yes thou­
sands—of embezzlers strive to conceal their thefts by an 
endless and highly interesting variety of bookkeeping 
tricks.
"In  this country alone embezzlers steal more than 
$100,000,000 every year; and but for the vigilance and 
efficiency of accountants, would make away with an in­
estimably larger sum.”
The Use of Fidelity Bonds
As a preventive of commercial fraud, and as a pru­
dent business measure, all employees entrusted with 
money, securities, and convertible property should 
be bonded by a fidelity or surety company. The ad­
vantages to be derived from this procedure are well 
known to all business men. There is a distinction 
between surety insurance and fidelity insurance. A 
surety bond guarantees performance of some specific 
act; a fidelity bond guarantees the honesty of some 
person, and protects an employer against loss by the 
dishonesty of an employee.
The bonding of an employee emphasizes the im­
portance and trust character of his work. It relates 
his vocational record to an institution that makes a 
business of reviewing personal and business records 
and of extending business approval to persons of un­
doubted integrity. The bonding of employees is now
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so common that it is not resented by the sensible em­
ployee, and the procedure undoubtedly encourages 
the individual to safeguard his reputation for integrity.
There is another phase to the matter of bonding. 
The probability of prosecution, in the event of a dere­
liction, by a surety or fidelity company (an organi­
zation that is not likely to be influenced by the 
sympathy that often arises from the intimate relation 
of employee and employer) also deters from crime.
The lack of coverage of embezzlement losses through­
out the business world indicates how much remains 
to be done in this respect as to crime prevention and 
as to the protection of individual business organiza­
tions from disastrous losses from financial crimes. 
The business man should at once take such action as 
will lead to a full coverage against losses that may 
arise from wrong-doing on the part of employees en­
trusted with funds or other convertible property.
Preventive Measures Suggested by Surety Companies
Causes of Fidelity Losses
The fidelity and surety companies, by reason of 
their continuous review of losses caused by crimes of 
embezzlement and forgery in every part of the country, 
are able to determine the causes of commercial crime 
and to suggest steps that should be taken to prevent 
the occurrence of these crimes. Among the causes 
of the increase in financial crime, according to the 
surety companies, the following are pre-eminent:
Lack of auditing of accounts with sufficient frequency and 
thoroughness;
Carelessness in investigating records of new employees;
Carelessness in not keeping office funds and valuables in 
modern safes;
Increased opportunities for financial crime, due to enlarged 
complexity of modem business;
Disrespect for property rights and law;
Resentment against the wealthy class;
Low salaries;
Unemployment;
Doctrines of anarchy and Bolshevism;
Desire for luxury beyond earning capacity.
Many of the suggestions made by the surety com­
panies as to the prevention of crime are based on 
the causes of crime, as above listed. The most im­
portant of the suggestions, to all of which the atten­
tion of the business man can profitably be directed, 
are the following:
Suggestions as to Personnel
References: The integrity of incoming employees 
should be determined by a thorough investigation of 
business and personal references.
Salaries: Employees who occupy positions of trust 
should be paid salaries that are at least adequate to 
meet their normal living expenses.
Vacations: Each employee in a position of trust 
should be required to take an annual vacation, during 
which time his books and accounts should be placed 
under the control of another.
Bonding: A fidelity bond, indemnifying against pos­
sible loss from dishonesty, should be taken out for 
each employee entrusted with money, securities, or 
other convertible property.
Reporting losses: Deviations from strict integrity, 
even though slight in character, should not be con­
doned or excused, but should be reported at once to 
the bonding company and to the auditors.
Personal responsibility: The work should be divided 
in such a way that each employee may be held in­
dividually responsible for all items of cash, securities, 
or other convertible property that come into his hands.
Suggestions as to Procedure
Double-entry books: Double-entry books of account 
should be used, and trial balances, schedules, analyses, 
and the like should be prepared at frequent intervals, 
usually monthly.
Plan of work: The plan of office work should pro­
vide all possible automatic safeguards against fraud. 
Dual positions (one person doing various types of 
work) should be avoided as far as practicable.
Use of safe: Convertible securities should be kept 
in a safe or a vault, access to which is possible only by 
the presence of two persons, each using a different 
key. Proper registers and tills should be provided 
for current cash on hand.
Negotiable instruments: Not less than two authorized 
signatures should be required in the issuance of all 
forms of negotiable paper. All standard safeguards 
against fraud, such as safety paper and check-writing 
machines, should be used.
Deposits: All cash receipts should be deposited in 
bank, deposits being made daily. Whenever practi­
cable, two employees should jointly make the deposit 
or withdraw cash for pay-roll or other purposes.
Payments: All ordinary payments should be made 
by check except petty cash payments. Care should 
be taken to limit petty cash payments to items that 
from their nature can not be paid by check. Pay-roll 
disbursements, whenever practicable, should be made 
by check.
Checks: Checks should be drawn only upon the 
basis of vouchers approved by some person in author­
ity, preferably by some person other than the person 
or persons signing the checks. Each check should 
be compared with its voucher before signature to 
determine that it is drawn for a proper sum and pur­
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pose. The voucher should then be initialed by the 
person signing the check to prevent its being sub­
mitted in support of another check.
Balancing of bank accounts and reconciliation: Bank 
accounts should be balanced monthly by the bank. 
A reconciliation should be made between the balance 
of cash in the books of account and the amounts 
shown to be on deposit by the various bank pass 
books or bank statements. Each paid check should be 
compared with its corresponding item in the cash 
book or the check book and carefully inspected as to 
signature and endorsement. The reconciliation and 
inspection should preferably be made by some one 
other than the person or persons signing the checks 
and keeping the cash book or the check book.
Pay-rolls: Pay-rolls should be checked and the 
amount thereof endorsed and certified as correct by 
some person other than the pay-roll clerk, for the 
purpose of avoiding fictitious names and erroneous 
amounts and totals. The payment to employees should 
be made by a third person.
Audit: Such additional procedures should be used 
as are recommended by the auditors. The latter should 
be aided in carrying out all audit checks and tests 
which they consider necessary.
Suggestions as to Audit
Staff audit: Transactions and records should be regu­
larly checked, so far as practicable, by staff auditors 
who are not regular employees of the bookkeeping 
department.
Independent audit: The accounts should be reviewed 
and audited thoroughly by professional auditors. The 
audit should be made frequently, but, if practicable, 
it should be made at uncertain times, in order that 
the employees may not know in advance the time of 
the audit.
Auditor s verifications and tests: The audit should 
include all verifications and tests that the auditor 
considers necessary. Direct verification of all amounts 
due on accounts receivable should be made with 
customers. The auditor’s certificate as to the accuracy 
of financial statements used for credit or other business 
purposes should be obtained.
Suggestions Made to Agents
The surety company viewpoint is given from a 
somewhat different angle in the following suggestions 
that were prepared and published in a guide for the 
use of agents:
“ It should be borne in mind that a fidelity bond is not 
intended to license an employer to have a lax system nor to 
be disinterested in the honesty of the employees selected, 
nor to trust an employee to a greater extent than the em­
ployer would without indemnity.
“ In determining the desirability of a fidelity risk two 
general features are to be considered:
“ First, the class of business, (condition of employment, 
supervision, audit of accounts, etc.).
“ Second, the moral hazard, (employee’s past record, etc.).
“ There are certain classes of business that can not be 
made profitable to the Company regardless of the care 
exercised in selecting employees. This fact may be due to 
the nature of the business itself, the conditions under which 
employees operate, the system of accounting employed, or 
to the fact that the employee is unworthy of the bond.
“ In passing on a fidelity risk the underwriter endeavors 
to determine the opportunity that is open to the employee 
for defalcation. The employer’s statement of the Company 
is drawn to bring out this point especially. Some of the 
unfavorable conditions watched by an underwriter are 
as follows:
“ (a) Remuneration or compensation of an applicant.
As a rule, the Company does not care to write bonds for 
employees who appear to be underpaid, nor for employees 
operating on a commission basis. A  commission salesman 
is particularly undesirable, if he has no traveling expenses.
“ (b) Traveling salesmen who carry valuable samples 
constitute a hazardous risk, unless there is an arrangement 
made for an audit of accounts and samples at least once 
a month.
“ (c) Ordinarily no bond should be issued for an em­
ployee who has power to endorse checks for any other 
purpose than deposit, in which case it should be arranged 
that the bank cashing such checks will be liable.
“ (d) If an employee signs checks, countersignature 
should be arranged for.
“ (e) In case of a branch manager, deposits should be 
made at frequent intervals to the credit of the employer, 
and no such funds should be withdrawn except on the 
check of the employer, never on the check of the branch 
manager alone.
“ (f) If an employee has been in the service of the em­
ployer prior to the execution of the bond, the Company 
should be assured by the employer that the employee is 
not then in default.
“ Because of its nature, the Position Form of Bond can 
be issued only upon risks of the most desirable class, i.e., 
to cover inside employees in approved lines of business upon 
whom a constant and regular check is maintained.’ ’
The Reporting of Losses
The fidelity and surety companies call particular 
attention to the fact that many irregularities are not 
reported to the surety companies by the organizations 
in which they take place. Failure to make such a 
report invalidates a fidelity bond.
Instances are on record in which accountants and 
bank examiners gave to directors of banks and cor­
porations warning of suspicious irregularities or even 
of definite shortages in the accounts of trusted em­
ployees, only to have the warnings ignored, on the 
ground that the men involved were “ valuable em­
ployees.”  Sometimes when such a warning has been 
ignored, the peculations of a “ valuable employee”  
later have reached a staggering total. The vital im­
portance of reporting irregularities, even though slight 
in character, for the various reasons given, should be 
kept in mind by business men.
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Preventive Measures from the Viewpoint of the Banker
Commercial Fraud as it Affects Banking
Banking institutions everywhere favor all measures 
that tend to safeguard money, securities, and other 
convertible property. They are especially concerned 
with the rising tide of crime that expresses itself in 
embezzlements and forgeries, credit frauds, and stock 
frauds. The credit frauds threaten the stability of 
the whole credit structure of business in which banks 
are vitally interested, and the prevalent stock frauds 
run counter to the constructive work that bankers 
accomplish in every community in directing the wise 
investment of savings.
Bankers are concerned with commercial fraud not 
only as it affects their customers and the business 
community in general; they are concerned even 
more directly because of the fact that they are cus­
todians of vast amounts of money and securities, 
and, despite the general adoption of many safeguards 
against fraud, they are subjected, as individual insti­
tutions, to increased risks by reason of the present 
crime tendency.
M easures Adopted and Recommended 
by Bankers
The banker, to a greater extent than ever before, is 
insisting that his customers who seek commercial 
loans shall submit balance sheets and earning state­
ments, together with all essential schedules and detail; 
and, wherever it is practicable, the bank is likely to 
insist that such statements shall be authenticated by 
accredited public accountants.
The most important step yet taken for the improve­
ment and standardization of statements used for credit 
purposes was the preparation by the American Institute 
of Accountants and the Federal Trade Commission, 
and the promulgation by the Federal Reserve Board, 
of the document “ Approved Methods for the Prepa­
ration of Balance-Sheet Statements.”  The Federal 
Reserve Board in the introduction to this document 
makes the following statements:
“ Through the courtesy of the Federal Trade Commission 
the Federal Reserve Board has been enabled to take ad­
vantage of a large amount of information and data which 
the Trade Commission acquired in connection with the 
study of the statements made by merchants, manufacturers, 
etc., as showing the condition of their business. Because 
this matter was clearly of importance to banks and bankers, 
and especially to the Federal Reserve Banks which might be 
asked to rediscount commercial paper based on borrowers’ 
statements, the Federal Reserve Board has taken an active 
interest in the consideration of the suggestions which have 
developed as a result of the Trade Commission’s investiga­
tion, and now submits in the form of a tentative statement 
certain proposals in regard to suggested standard forms of 
statements for merchants and manufacturers.
“ The problem naturally subdivides itself into two parts:
“ ( 1)  The improvement in standardization of the forms of 
statements.
“ (2)  The adoption of methods which will insure greater 
care in compiling the statements and the proper verification 
thereof.
“ In recent years bankers, through their associations and 
Otherwise, have made rapid progress in the direction of
more uniform and complete forms of statements. Much has 
also been accomplished in the improvement of the quality of 
the statements rendered and in securing statements which 
do not depend for their accuracy on the borrower’s state­
ment alone, but arc verified to a greater or less extent by 
independent scrutiny and audit. The advantage of a state­
ment certified by trustworthy public accountants over an 
unverified statement is evident. A t the present time, how­
ever, there is no uniformity as to the extent of verification 
in the case of statements put forward as having been verified.
“ The Federal Trade Commission in the course of its in­
vestigation of business conditions has been strongly im­
pressed with the lack of uniformity and has enlisted the 
aid of the American Institute of Accountants, with a view 
to remedying the condition. It has found that verified 
statements may be divided broadly into—
“ (a) Those in which the certificate is based on an ex­
amination of the books without personal supervision of 
inventories and independent appraisal of all assets with 
the aid of technical appraisers; and 
“ (b) Statements verified with the personal supervision 
of inventories and independent appraisal of all assets.
“ The value of the two classes of audits and their rela­
tion to each other depends to a great extent upon the char­
acter and magnitude of the business involved.
“ In some cases method (b) has advantages over method 
(a). In other cases, notably those of large companies in 
which personal supervision of inventories is arduous and 
perhaps impracticable and the value of an independent 
appraisal of assets is liable to be considerably exaggerated, 
the reverse may be true. That is to say, a verification based 
upon the books themselves without an appraisal may be 
and often is the safer method of procedure. It is highly 
desirable gradually to educate the business world to the 
great importance of a complete form of audit statement, 
although any plan for immediate adoption intended to 
produce practical results must recognize that under present 
practice probably more than 90 per cent. of the statements 
certified by public accountants are what are called balance- 
sheet audits, such as are described in paragraph (a) above 
referred to.
“ As a first step toward the standardization of balance- 
sheet audits and to insure greater care in compiling and 
verifying statements the Federal Trade Commission re­
quested the American Institute of Accountants to prepare 
a memorandum on balance-sheet audits. This memorandum 
was duly prepared and approved by the Council of the 
Institute representing accountants in all sections of the 
country.
"After approval by the Federal Trade Commission the 
memorandum was placed before the Federal Reserve Board 
for consideration. The Federal Reserve Board, after con­
ferences with representatives of the Federal Trade Com­
mission and the American Institute of Accountants, and a 
careful consideration of the memorandum in question, has 
accepted the memorandum, given it a provisional or tenta­
tive indorsement, and submitted it to the banks, bankers, 
and banking associations throughout the country for their 
consideration and criticism.
“ The recommendations in the memorandum apply pri­
marily to what are known as balance-sheet audits. This is 
an initial step which may easily be succeeded by future 
developments tending still further to establish uniformity 
and covering more fully the field of financial statements."
It is not within the scope of this Letter-Bulletin to 
reproduce the audit instructions and forms of state­
ments included in this important document. It will 
suffice to say that the forms and suggestions have 
found wide acceptance by bankers and business men 
throughout the country. Many banks suggest to 
their customers that the forms and suggestions be
followed in preparing statements to be submitted for 
loan or credit purposes; other banks suggest the use 
of their own special forms. Many of the special 
forms and suggestions are a development of the forms 
and suggestions originally recommended by the Fed­
eral Reserve Board.
The bankers of the country, acting as organized 
groups, as banking organizations, and as individuals, 
are giving much time and thought to the matter of 
the standardization and improvement of financial 
statements. The need for verified statements, sup­
ported by all necessary detail, is now recognized by 
progressive bankers throughout the entire country.
The American Institute of Accountants, through 
its special Committee on Cooperation with Bankers, 
has done much to formulate, by specific recommenda­
tions, the best thought of accountants and bankers 
with regard to moot points. One of the most recent 
contributions of this committee was a report with 
respect to the preparation of balance sheets giving 
effect to new financing. This report was presented at 
the annual meeting of the Institute, in September, 
1923, and has been given wide circulation among 
accountants and bankers.
Opinions of Bankers
Many bankers have rendered a valuable public 
service by speaking upon the subject of credit state­
ments before organizations of various kinds, particu­
larly those composed of business men. Brief extracts 
will be given from two such addresses that have 
recently been made to practising accountants.
Mr. Julien H. Hill, president, National State and 
City Bank of Richmond, Va., speaking to the Society 
of Virginia Public Accountants, made, among others, 
the following statements:
"The audited statement is daily growing in importance 
in determining the extension of credits, but there are still 
thousands of concerns who have yet to appreciate the 
advantages accruing to themselves as well as to their banks; 
and I do not hesitate to tell you that we are daily advocat­
ing the value of periodical audits by certified accountants, 
and I rejoice to see that even among the smaller banks the 
audited statement is now recognized as of first impor­
tance. *  * *
"In  conclusion, let me say that as vital as is your work 
to the banker, it can never be the final word for him in 
determining credit. Remember those four basic factors: 
Character, Capacity, Application, and Capital. Sometimes 
it is quite difficult for the accountant to understand the 
banker's viewpoint. If this happens with you, talk it over 
with him. He wants your criticisms and maybe he can 
occasionally change your way of thinking, or vice versa.
He is always open to conviction, and a closer relationship 
between the men of your profession and of ours cannot but 
tend to safer and saner business methods and constructive 
work along many lines.”
Mr. A. E. Van Doren, vice-president of the Irving 
Bank-Columbia Trust Company, of New York, in 
speaking recently to a group of practising accountants, 
made many constructive suggestions relative to the 
use of verified statements by bankers. After suggesting 
ways in which statements for credit purposes, in­
cluding those prepared by professional accountants, 
could be standardized and made more satisfactory 
from the banker’s viewpoint, Mr. Van Doren said:
"The accountant’s report is to a greater extent than 
ever before being relied upon by the banker in formulating 
his conclusions regarding the goodness of the loans he is 
called upon to extend to his customers. I refer here to loans 
which are not based upon specific collateral, but upon the 
general credit and capital of the borrower.
"W hile all audits arc not made for the purpose of obtain­
ing a basis upon which to obtain bank credit, it is safe to 
say that the major portion of them arise from this need, or 
that the resultant balance-sheets figure in credit arrange­
ments.
"The accountant should determine the purpose of his 
report and prepare it accordingly, keeping before him, how­
ever, the likelihood of it being used as a basis for credit.
" I t  is conceivable that the time will come when the 
banker will require every unsecured loan of important 
amount to be supported by proper records properly super­
vised, and will demand the report of an independent 
examination of the borrower’s financial position by account­
ants of recognized standing and ability.’ ’
Precautions Taken by Banks
Banking institutions, for their own protection, 
adopt all possible precautions against embezzlement 
and forgery. It is the accepted practice for a bank 
to bond its employees; to plan its organization by 
the division of duties in such a way that it is difficult 
for fraud to be committed without collusion; to install 
all devices that are likely to discourage and to prevent 
fraud; to employ, in every practicable way, the staff 
auditing principle; to make daily proofs and checks 
to verify the cash on hand; and, finally, to employ 
professional accountants to make a disinterested audit 
of transactions and the verification of cash and securi­
ties on hand.
Any bank that fails to take these precautions incurs 
an unnecessary and undesirable responsibility and sets, 
in its own organization, a poor example to its deposi­
tors and customers. The efficacy of the precautions 
commonly taken is apparent when one considers how 
rarely a bank defalcation, when one actually occurs, 
adversely affects the interests of depositors.
In this connection, it should be noted that national 
banks are subject to examination and audit by officials 
and auditors representing the Federal Government and 
that state banking institutions and clearing houses 
are subject to a similar regulation and audit by repre­
sentatives of the state banking department. Added 
safeguards are thus provided, but these safeguards do 
not relieve the banking institution from the responsi­
bility of taking the steps already indicated for its 
own protection.
Investment Advice
The work of the American Bankers' Association and 
of its local members in the encouragement of thrift 
and the sound investment of savings is well known. 
The bankers of the country, collectively and as indi­
viduals, have always stood as a barrier to fraudulent 
financial schemes and manipulations. Seldom indeed 
has an individual who has sought and followed the 
advice of a reputable banker lost money by reason of 
the purchase of spurious or fraudulent securities. Con­
structive financial advice with respect to the invest­
ment of funds is commonly given by bankers to their 
customers, or to any one who seeks their advice, with­
out charge or fee of any kind.
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Bankers have done a great deal to drive home the 
idea of caution in investment by encouraging the or­
ganizations formed to advise, without charge, the 
small investors. The slogan “ investigate before you 
invest”  is becoming well known throughout the 
country through the activities of many of these organi­
zations and committees.
The difficulty has always been that many people, 
untrained in financial matters, have not sought and 
followed the advice of bankers and others who, by 
reason of their financial training, are competent to 
form intelligent judgment. All too often the man of
small means has been carried away by specious argu­
ments and the hope of fabulous profits.
Business men and accountants, therefore, should 
strive to bring about a closer relationship between 
bankers and persons, particularly those little expe­
rienced in financial affairs, who have surplus funds to 
invest. The establishment of such relationship, the 
encouragement of proper regulatory acts, the prosecu­
tion of offenders, and the use of verified statements, 
will tend to limit the activities of purveyors of fraudu­
lent securities.
Preventive Measures from the Viewpoint of Credit Men
Crime Tendency in Credits
The crime tendency in credit matters is not only 
well recognized by credit men throughout the United 
States, but is so serious that it has resulted in action 
by the National Association of Credit Men. The ex­
penditure of an annual appropriation of $500,000 for 
the purpose of combating credit frauds is in contem­
plation.
The matter is discussed by Mr. J .  H. Tregoe, secre­
tary-treasurer of the National Association of Credit 
Men, in a general letter to the members of that asso­
ciation, under date of May 1, 1924, as follows:
" Commercial crime—The proportions reached by crime in 
the commercial field claim the close attention and critical 
study of all interested in the future of American credits.
"Having followed the expansion of our credit system 
through three decades, it has seemed strange to me that
I could not put my finger on the chief causes of this criminal 
outburst. There is no doubt that free selling on easy 
credit terms has encouraged the devious tendencies; but 
aside from this responsibility resting on the seller, there 
is a breaking down in morals from causes that would test 
our best pathological skill to discover.
“ There drifts to us from London the news that Great 
Britain has suffered in business of late a moral debacle.
The Honorable Sidney Webb, president of the Board of 
Trade, expresses the belief ‘that a system of law and a system 
of prosecution should be brought about that would put a 
stop to the abuses of credit.’ The news from our neighbor 
across the seas contains a familiar ring for it seems that the 
crooked games practiced on the business of our country 
are being tried with considerable success over there.
“  ‘Credit swindles are now becoming so common,’ says 
the message, ‘that they are threatening the whole basis of 
credit, and even affecting wholesale and retail quotations. 
Prudent traders have had to increase their margin of allow­
ance for losses through supplying goods to shopkeepers 
who fail and vanish.’
"Something bad has penetrated the blood and with great 
earnestness and singleness of purpose, we must devote our 
highest powers to the curbing of these criminal tendencies.
"The National Association of Credit Men in line with its 
long established policy and its firm belief in the necessity of 
the work will endeavor to secure sinews sufficient to carry 
it on effectively and to meet all of the exigencies of the situa­
tion. An income annually of at least $500,000 for several 
years would provide a fund large enough in all probability 
to police the country and to make the ways of the commer­
cial crook unprofitable. In this project officers set for the 
defense of the law and judges set for its interpretation must 
arise to the necessities of the situation and perform their 
part in the correction and punishment of fraud.
“ There is a clarion ring throughout the body of business 
for an arising to this situation that has developed so rapidly 
of late. There is a demand that we recognize that failure
to play a proper and adequate part in providing the needed 
sinews and reaching out for the detection and punishment 
of persons who have intentionally deceived and defrauded 
will bring serious injury to our commercial texture and 
add to the costs of doing business.
“ We have presented no appeal of late that weighs so 
heavily on our conscience. We hope earnestly it will find 
a congenial response in the heart and conscience of every 
business man.’ ’
Prosecution of Persons Making 
False Statements
The work of the Commercial Frauds Court, which 
was organized recently in New York, bears an im­
portant relation to the prevention and punishment of 
credit frauds. This court, to which a special magis­
trate is assigned, devotes its attention exclusively to 
the trial of cases involving false financial statements. 
The record of convictions in this court to date has 
been ninety-nine per cent. In many cases, pleas of 
guilty have been entered by defendants who have 
made no attempts to answer the charges, conclusive 
in their nature, presented by merchants to whom false 
statements have been submitted.
The proceedings in this court are brought under a 
section of the penal code entitled “ Obtaining Prop­
erty or Credit by Use of False Statements.”  Similar 
statutes are in force in many other states, as heretofore 
noted. These penal laws have such a direct bearing 
upon the misrepresentations made in credit frauds that 
it is considered desirable to give one of the laws (that 
of New York) in full. The statute is as follows:
“ 1293-b. OBTAINING PROPERTY OR CREDIT B Y  
USE OF FA LSE STATEM EN T. Any person
" 1 .  Who shall knowingly make or cause to be made, 
either directly or indirectly, or through any agency what­
soever, any false statement in writing, with intent that it 
shall be relied upon, respecting the financial condition, or 
means or ability to pay, of himself, or any other person, 
firm or corporation, m whom he is interested, or for whom 
he is acting, for the purpose of procuring in any form 
whatsoever, either the delivery of personal property, the 
payment of cash, the making of a loan or credit, the exten­
sion of a credit, the discount of an account receivable, the 
execution, making or delivery by any person, firm or corpo­
ration of any bond or undertaking, or the making, accept­
ance, discount, sale or indorsement of a bill of exchange, 
or promissory note, for the benefit of either himself or of 
such person, firm or corporation; or
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“ 2. Who, knowing that a false statement in writing has 
been made, respecting the financial condition or means or 
a b ility  to pay, o f himself, or such person, firm or corpo­
ration in w hich he is interested, or for whom he is acting,
procures, upon the faith thereof, for the benefit either of himself, or o f such person, firm or corporation, cither or any 
o f the things of benefit mentioned in subdivision one of this 
section; or
“ 3. Who, knowing that a statement in writing has been 
made, respecting the financial condition or means or ability  
to pay o f himself or such person, firm or corporation, in 
w hich he is interested, or for whom he is acting, represents 
on a later day, either orally or in writing, that such state­
ment theretofore made, if  then again made on said day, 
would be then true, when in fact, said statement if  then 
made would be false, and procures upon the faith thereof, 
for the benefit either o f himself or of such person, firm or 
corporation, either or any of the things of benefit men­
tioned in subdivision one of this section,
“ Shall be guilty o f misdemeanor and punishable by  
imprisonment for not more than one year or by a fine of 
not more than one thousand dollars, or both fine and im­
prisonment.”
Under the foregoing statute, it is a misdemeanor to 
offer a false statement for the purpose of obtaining 
credit, property, or money, regardless of whether or 
not the effort is successful. I f  credit, property, or 
money is obtained, an additional charge of petty or 
grand larceny, according to the amount obtained, 
may be lodged against the person who makes the 
false statement.
For years many business men suffered losses of this 
character in silence and regarded them as a necessary 
evil. The conditions have now changed, and with 
the proper means at hand for punishing the offenders, 
many cases have been prosecuted successfully. The 
amounts involved in many of the cases are small, and 
the small losses under the former procedure probably 
prevented the prosecution of many cases.
Many other states have equally satisfactory statutes 
with respect to this type of fraud, and prosecutions 
are being conducted successfully in many places. In 
the states in which the laws are defective, and when­
ever the processes of prosecution are inadequate, 
credit men, lawyers, accountants, and business men 
generally should exert themselves to bring about a 
state of affairs in which convictions for fraudulent 
misrepresentations can be promptly secured.
Cooperation with Accountants
The Robert Morris Associates, the well-known or­
ganization of credit men who occupy credit positions
with banking institutions— an organization that is 
affiliated with the National Association of Credit 
Men— has taken active steps to cooperate with pro­
fessional accountants in the matter of the standardiza­
tion and use of credit statements. In a recent monthly 
bulletin of this organization, there appeared the fol­
lowing letter written by Mr. Harvey E. Whitney, 
chairman, Committee on Cooperation with Public 
Accountants, to Mr. Alexander Wall, secretary of 
the Robert Morris Associates:
“ I am enclosing w ith this a copy o f a letter addressed to 
the Members o f the American Institute of Accountants by  
their committee that has been in contact w ith our Com­
mittee on Cooperation w ith Public Accountants.
“ It would seem to me that we should give this action 
the fullest possible publicity among our members through 
our Bulletin so that they may be in a position to exercise 
the greatest degree of personal cooperation possible.
“ This progressive action on the part of the accountants 
suggests several things that our members might well do to 
carry this work to its final completeness.
“ 1. Each member should familiarize himself w ith the 
document, ‘Approved Methods for the Preparation of 
Balance-Sheet Statements.’ I understand copies of these 
were sent the members some time ago and that you are ready 
to supply them to members.
“ 2. In discussing audits w ith  accountants the members 
should emphasize the advantages of their drawing up the 
balance-sheets in accord w ith this report.
“ 3. The members should give the principles of this 
report publicity w ith their customers so that they w ill in­
struct accountants to follow  the principles of the report.
"4. Where certified public accountants are not conver­
sant w ith these principles or do not follow  them the 
members would materially assist our committee by report­
ing such facts to the committee as well as forwarding 
further examples of faulty audits to strengthen the commit­
tee’s evidence.
‘‘If the members can be made to appreciate the importance 
o f full personal cooperation, it  seems that very good and 
almost immediate results can be expected. The leaders in  
the accounting profession have welcomed our coö peration 
through committee and have now gone to their members 
w ith the problem. It is now the opportunity as well as the 
duty of our members to exert their personal coöperation.’ ’
The document referred to in the above letter—
‘‘Approved Methods for the Preparation of Balance- 
Sheet Statements” — is the one to which reference 
was made, and from which a quotation was given, 
on page 11 of this Letter-Bulletin. A t this point, it 
is sufficient to note the hearty cooperation between 
the Robert Morris Associates and the members of 
the Institute, which will undoubtedly tend to reduce 
losses that arise from credit misrepresentations.
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Th e  Committee on Public Affairs reports substantial progress in the matter of encouraging the adoption of arbitration as a means of settling business dis­putes. The Letter-Bulletin dealing w ith this subject was sent to members and 
associates and to practically all the chambers of commerce in the country. 
The demand for the Letter-Bulletin has been so great that second and third 
editions have been printed.
M any members and associates have been able to address meetings on the 
subject of Arbitration, and in each of a number of cities a basis of direct coopera­
tion has been established between our members and associates and the local 
chamber of commerce. The Arbitration Society of America has received many 
inquiries as a result of the circulation of the Letter-Bulletin, and its officers 
have expressed themselves as much gratified by the cooperation of the Institute. 
This w ork is only fairly under w ay, and the furtherance of the adoption or 
improvement of arbitration statutes, and the increased use of arbitration in 
states provided w ith  effective arbitration laws, w ill engage the attention of 
the committee and of many members and associates for a long time to come.
Membership in Arbitration Society
A  special yearly membership rate of $10 for accountants is 
announced by the Arbitration Society of America. This action 
was recommended by the Committee on Public Affairs, as w ell 
as by the Accountants' Committee of the Arbitration Society, in 
the hope that the nominal character of the rate would greatly 
increase the membership of the Society and thereby promote the 
furtherance of arbitration.
Membership in the Arbitration Society w ill enable an account­
ant to keep informed of the nation-wide development of the 
movement, as its members regularly receive all its publications, 
including the m onthly bulletin “ Arbitration N ew s,”  and are 
given direct service w ith  relation to all personal inquiries. 
Accountants w ill thus be able, in many instances, to serve their 
clients more efficiently by advising them of the practicability and 
inexpensiveness o f Arbitration and by indicating how  temporarily 
“ frozen” disputed book assets m ay be speedily realized.
The Committee urges upon members and associates the desir­
ability of membership in the Arbitration Society for themselves 
and clients. Application w ith  check for $10 should be sent to  
J u l e s  S. B a c h e , Treasurer, Arbitration Society of America, 1 1 5  
Broadway, N ew  Y ork C ity.
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PROGRESS IN ARBITRATION
